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CA-HECO-IR-1

Ref: HECO Companies SOP at 4.

The HECO Companies state that there are a “very limited number of sites that are available to
site new generation.”

a. Provide copies of all siting studies performed by or for the HECO Companies.

b. To the extent not provided in the response to Part (a), for each of the HECO companies
please:

1. identify company-owned or controlled sites that could support new central or
distributed generating facilities;

2. provide an estimate of the maximum megawatt capability that each such site could
support; and

3. discuss all factors that might make it difficult for a non-utility generating facility to be

located on each such site (i.e., taken individually).

HECO Response;

a. HECO objects to this information request on the grounds that (1) it is overly broad and
unduly burdensome to provide a copy of “all siting studies performed by or for the HECO
Companies” and (2) the term “siting studies” is vague and ambiguous and no definition of
the term has been provided. An exhaustive search of HECO, HELCO and MECO records
would need to be undertaken to find all such studies that could fit the meaning of a “siting
study”, including a search through archived files. HECO, HEL.CO and MECO have
identified the following studies that may be applicable, dating back to 1974 for HECO, 1970
for MECO, and 1988 for HELCO. Copies of the reports are voluminous and can be
reviewed at HECO’s office by contacting George Hirose, HECO Regulatory Affairs, at 543-
4787. The following reports are available for review:

HECO
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“Hawaiian Electric Company, Site Selection Study, Island of Oahu, Phase One”, Stone
& Webster Ménagement Consultants, Inc., July 1974
“Hawaiian Electric Compény, Inc., Generating Facility.Siting Study, Initial Candidate
Sites Report”, Black & Veatch, 1991
“Hawaiian Electric Company, Inc., Generating Facility Siting Study, Candidate Sites
Report:, Black & Veatch, January 1992

“Hawaiian Electric Company,. Inc., Generating Facility Siting Study, Preferred and

Alternative Site/T echnology Report”, Black & Veatch, 1992

MECO

“Site Location Study for a Steam Electric Generation Plant on the Island of Maui,
Hawaii”, Stearns-Roger Corporation, April 1970

“Generation Expansion Study for Maui Electric Company”, Gibbs & Hill Inc.,
December 1986

Site Selection Study, Maui Electric Company, Ltd.”, Stone & Webster Engineering
Corporation, February 14, 1989

“Maui Electric Company, Limited, Generating Facility Siting Study, Initial Candidate
Sites Report”, Black & Veatch, January 1991

“Maui Electric Company, Limited, Generating Facility Siting Study, Candidate Sites
Report, Black & Veatch, October 1991

“Maui Electric Company, Limited, Generating Facility Siting Study, Preferred and
Alternative Site/Technology Report”, Black & Veatch, December 1991

“Maui Electric Company, 1995 Unit Addition Project: Alternate Puunene Airport Site,

Environmental Screening Report”, Belt Collins & Associates, December 1992
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“Phase I Preliminary Site Assessment, Alternative Puunene Airport Site TMK
3-8-04:02 (Porltion Of) Wailuku, Maui, Hawaii”, Belt Collins Hawaii, July 1993

Maui Electric Company, Ltd. “Central Maui Siting Study Air Quality AnalysisA’f, Trinity
Consultants, Inc., April 1993

“Environmental Assessme;nt for Maaiéea Generating Units 17, 18 & 19, Maui Electric
Company, Limited,” 1994

“MECO Central Maui Siting Study”, Belt Collins Hawaii, June 1994

“Final, Environmehtal Screening and Siting Report fbr the Central Maui Generation
Project”, Dames & Moore, April 1995

“MECO Generatioﬁ Siting Study, Central Maui 232-MW Generation Station”, Stone &
Webster Engineering Corporation, November 1995 .! |

“Maui Electric Company, Limited, Waena Generating Station, Wailuku and Makawao
Districts-Island of Maui, Final Environmental Impact Statement”, 1997

“Distributed Generation Substation Site Selection Study for Maui Electﬁc Company,

Limited”, prepared by Hawaiian Electric Company, Inc. and Maui Electric Company,

Limited, May 2001’

HELCO

“West Hawaii Site Study”, CH2M Hill, August 1988
“Summary Report of Candidate Power Plant Sites At Puu Anahulu North Kona, County
of Hawaii, CH2M Hill, August 1990

“Final Environmental Impact Statement, West Hawaii Landfill, Puuanahulu, North



CA-HECO-IR-1
DOCKET NO. 03-0372
PAGE 4 OF 5
Kona, Hawaii”, R. M. Towill, 1991
o “Draft Enviror‘lmental Impact Statement, West Hawaii Power Facility, Puu Anahulu,
North Kona, Hawaii”, CH2M Hill, May 1993 |
. “Final Environmental Impact Statement, Keahole Generating Station Expansion, North
~ Kona, Hawaii, Hﬁwaii Electric Light Company, Inc.”, CH2M Hill, June 1993
. ."‘Hawaii Electric Light Company, Inc., Temporary Transportable Disperse;d Generation
" Site Selection Report”, HECO, 1996
 “Hawaii Electric Light Company, Inc., Keahole Generating Station and Airport
Substation Urban Reclassiﬁcaﬁon, Final Environmental Impact Statement, North Kona,
Hawaii,” January 2605 4
b. Please see the fesponses to CA-IR-441 (filed with the Consém_er Advocate by letter dated
April 22, 2005) and CA-IR-442 (filed with the Consumer Advocate by letter dated April 21,
2005) in Docket No. 04-0113 for a discussion on locating distributed generation on HECO
owned sités. (Please note that the response to CA-IR-41 includes confidential vendor and
HECO information, which will be provided to the Consumer Advocate in Dockét No.
04-0113 after an appropriate protective order is issued by the Commission.)
HECO’s Barbers Point Tank Farm located in Campbell Indastrial could
accommodate approximately 200 to 300 MWs of new generation, depending upon the
specific combustion turbine models installed in a combined cycle configuration. However,

locating a non-utility generating facility at this site would be difficult because no excess

space would be available after HECO installs its planned simple cycle unit addition in 2009.

1 The MECO Distributed Generation Site Selection Study contains information considered confidential due to
concerns regarding security of MECQO's transmission system. The study will be made available for review under an

appropriate protective order. :
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No utility owned site has been identified on the island of Hawaii that could
accommodate a m;,w central generation station for HEL.CO.
MECO’s Waena Generation Station site on Maui could accommodate approximately
232 MW of combined cycle generation. |
In general, Idcating non-utility generators (“NUG"} on utility sites would need to be
assessed on a case-by-case basis to examine the factors that could make it difficult to do so.
Specific physical and technical parameters of the NUG installation such as the technology to
be installed, space and land area requirerﬁents, topographic slope and geotechnical
constraints or recommended iimitétions, fuel logistics, Water requirements, number of site
personnel, access requirements, waste and emissions from operations, noise profile,
electrical interconnection requirements, physical profile, etc.!, would need to be provided by
the NUG in order for the utility to evaluate the feasibility of the installation. Other factors
that would need to be assessed include how the operation, maintenance and construction of
each installation would affect:
s maintaining security of the site;
e land ownership;
¢ land use and permit considerations (compatibility of the proposed development on
present and planned land uses);
¢ existing and new environmental permits and licenses;
e impact on operations and maintenance of existing and future facilities; and
s impact to the surrounding community

¢ change in zoning permit conditions

s safety of utility personnel.
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CA-HECO-IR-2

Ref: HECO Companies SOP at 4.

a. Please provide the basis for the claim that “extended time ... must be allocated to conduct
the necessary environmental review for, and to permit and obtain the necessary approvals -
for, new generation.”

b. Provide copies of all studies of the time required for environmental review and permitting
that have been performed by, or for the HECO Companies.

c. Provide copies of all other documents that support this claim.

HECO Response:

a. Installation of new central station generating capacity will trigger a variety of different types
of permits and approvals depending on the location of the proposed site, technoiogy being
considered, and other considerations. An example of the extended time that needs to be
allocated for permitting approvals is the Covered Source/Preventi;)n of Significant
Deterioration (CS/PSD) permit which is administered by the State of Hawaii Department of
Health (“DOH”) and the United States Environmental Protection Agency (“EPA”™). The
most recently issued CS/PSD permit for installation of a new large generating unit was
issued to Maui Electric Company for its Maalaea M18 unit. The application to the DOH
was submitted in December 1998 and the permit was received in July 2004. CS/PSD

permitting review time periods for other MECO and HELCO units are as follows:

Date of Effective Date - No. of
Unit - Application of Permit Months
Keahole CT-4/CT-5 01/93 11/01 106
Maalaea 17-19 08/94 09/98 49
Miki 7-8 11/93 05/96 30

Palaau 7-9 05/93 12/95 31
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" Maalaea16 09/90 09/92 24
Puna CT-3 08/90 03/92 19
Maalaea 14-15 04/90 01/92 2
_ Keahole CT-2 05/88 08/89 15
Maalaea 12-13 02/87 12/89 34
Maalaca X1-X2 05/86 1187 18
Keahole 20-23 10/85 11/87 25

(Please note that the Keahole CT-4/CT-5 CS/PSD application and approval time included
two appeals to the EPA’s Environmental Appeals Board.)

The CS/PSD permitting review process is quite rigorous and requires extensive
participaﬁon by both the applicant and the regulating author'i‘ty to be coiiiplcted. Time
periods can also be heavily influenced by the extent of public participation involved and the
time required to respond to public comments and questions.

The time required for acceptance of an Environmental Impact Statement (“EIS™) can
vary, depending on the circumstances of the project. For example, for MECO’s Waena
Generating Station EIS, the EIS preparation notice was published on March 8, 1997, and the
Final.EIS was accepted by the County of Maui in November 1997 (approximately eight
months). For HELCO’s Keahole Generation Expansion EIS, the EIS preparation notice was
published on September 8, 1992, and the Final EIS was accepted by the State Department of
Land and Natural Resources in January 1994 (approximately 16 mdnths).

In addition, although not a generation project, the EIS process for the proposed
Kamoku-to-Pukele Transmission Line Project took 21 months from inception to

acceptance. Finally, until 2004, not all generation projects required environmental review.
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In 2004, however, HRS Chapter 343 was amended to require environmental review for new
or expanded powe:r generating facilities where the new fossil fuel-fired equipment’s output
exceeds 5 megaWétts. Thus, éll but the smallest fossil fuel-fired generation projec;s are now
subject to envir.omnemal review.
No specific studies have been prepared other than a general review of historic time periods
for .CS/PSD review and EIS approval for HECO, MECO, and HELCO projects, as indicated
in the response to part a. above.
The supporting documents (i.e., HECO, HELCO or MECO CS/PSD permit applications and

DOH approvals) are voluminous and can be reviewed at HECO’s office by contacting

George Hirose, HECO Regulatory Affairs, at 543-4787. |
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CA-HECO-IR-3

Ref: HECO Companies SOP at 4.

HECO states that there are “limited fuel options that are economically available in Hawaii.”

a.

Please provide copies of all studies of fuel options that have been performed by, or for the
HECO Companies.

Provide copies of all other documents that address the economics of utilizing fossil and
renewable fuels in Hawaii.

HECO Response:

a.

* The following fuel reports were prepared for HECO. The reports are voluminous, and can

 be reviewed at HECO’s office by contacting George Hifose, HECO Regulatory Affairs, at
543-4787. | o
| ¢ “Coal Feasibility Study for Hawaiian Electric Company”, Stearﬁs-Roger, 1978;
e “Hawaiian Electric Company, Inc., Alternative Fuels Study, Finlal Report”, Fluor
Engineers, Inc., December 1984; and |
. “Hﬁwaiian Electric Company, Inc., Alternative Fuels Study, Phase II, Final Report”,
Fluor Technology, Inc., September 1987.
HECO objects to this information request on that grounds that (1) it is overly broad and
unduly burdensome to produce a copy of “all other documents that address the economics of
utilizing fossil and renewable fuels in Hawaii”, and (2) the term “document” is vague and
ambiguous and no definition of this term has been provided. In addition, .HECO is unaware
of all the documents produced outside the Companies that address the economics of utilizing
fossil and renewable fuels in Hawaii. Without waiving its objections, HECO has identified

the following non-Company documents, which are voluminous, that are available for review

at HECO’s office by contacting George Hirose, HECO Regulatory Affairs, at 543-4787:
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Hawaii Energy Strategy Project 2: Fossil Energy Review, “Task I, World and |
Regional fossil Energy Dynamics”, prepared for the State Department of Business,
Economic Developmént & Tourism, Energy Division, by The East-West Center

- Program on Resources: Energy and Minerals, December 1993,

Hawaii Energy Strategy Project 2: Fossil Energy Review, “Task I, Fossil Energy in
Hawaii”, prepared for the State Department of Business, Economic Deve}opment &
| Tourism, Energy Division, by The East-West Center Program on Resources: |
Energy and Minerals, December 1993,

Hawaii Energy Strategy Project 2: Fossil Energy Review, “Task III, Greenfield
Options: Prosi)ects for LNG Use”, prepared for ihe State Dgpartment of Business,
Economic Development & Tourism, Energy Divisi(;n,_ by The East-West Center
Program on Resources: Energy and Minerals, December 1993, '

Hawaii Energy Strategy Project 2: Fossil Energy Review, “Task IV; Scenario
Béveiopment and Analysis”, prepared for the State Department of Business,
Economic Development & Tourism, Energy Division, by The East-West Center |
Program on Resources: Energy and Minerals, December 1993, and

“Assessment of Coal Technology Options and Implications for the State of Hawaii”,
Decision and Information Sciences Division,I Argonne National Laboratory,
sponsored by State Department of Business, Economic Development & Tourism,
December 1993. |

“Hawaii Hydrocarbon Qutlook”, FACTS Inc., January 2003 (Report is available at:

http://www.hawaiienergypolicy.hawaii.edu/pages/reports.htmi)

Evaluating Liquefied Natural Gas (LNG) Options for the State of Hawaii, FACTS,
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Inc, January 2004 (Report is available at:

hitp://www hawaiienergypolicy.hawaii.edu/pages/reports.htmi)
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CA-HECO-IR-4

Ref: HECO Companies SOP at 4.

The HECO Companiés state that there may be “practical limits on the amount of purchased
power that a utility can practically integrate into an island system.” '

a. Please identify all such “practical limits” for:

1. HECO,
2. HELCO:; and
3. MECO.

b. Provide copies of all documents that support the identifiéd limits for each of the HECO
companies.

HECO Response:

a. The full paragraph from page 4 of HECO’s SOP is provided below:

“In order to accommodate the addition of as-available renewable energy

resources into a small, isolated island system, Hawaii utilities must carefully

assess the types and mix of other resources added to its system. For example,

other generating resources should be dispatchable down to minimum

operating levels, and be able to cycle on and off on a daily basis so that they

are off at the time of the system minimum peaks during the middle of the

night. Moreover, there may be practical limits on the amount of purchased -

power that a utility can practically integrate into an island system. These

factors would have to be considered in any competitive bidding process.”
The intent of the paragraph is to communicate to the parties that small, isolated island
systems have unique issues which should be considered if a competitive bidding process is
developed in Hawaii. One of these issues is the amount of purchased power that can be
integrated. At this time, HECO, HELCO, and MECO have not identified specific “practical
limits™ for their systems. For the time being, HECO, HELCO, and MECO are attempting to

use power purchase contract provisions and performance standards as a mechanism to

facilitate the integration of purchased power into the utility’s grids while maintaining grid
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integrity and operational flexibility. This particular strategy addresses each power producer
on a project-specific basis, but does not preclude the need for system-wide “practical limits”
in the future. |

- The power purchase agreements (“PPA”) between HECO, HEL.CO or MECO and
Independent Power Producers (“IPPs™) contain provisions that govern over coordination of
IPP maintenance outages with the utility’s maintenance schedules, dispatch of the IPP units,
and performance standards. (The Consumer Advocate received a copy of the PPA in the |
application reqqesting approval of the PPA.) These provisions are de;(eloped on a project-
specific basis based on the conditibns that exist on the utility’s grid at the time the PPAs are
negotiated. For example, specific performance standards that are set within a particular PPA
willbe a function of the other units on the grid, the characte;'is_tics of thé;,se units (in terms of
their rotational inertié, ramp rates, droop response, and other parameters), the overall

“stiffness” of the grid as quantified by the “frequency bias”, and other factors.
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CA-HECO-IR-5

Ref: HECO Companies SOP, Appendix 1, at 9,

Please provide an estimate of the “cost to the host utility” for the development and
implementation of HECO’s 1987 RFP (i.e., on a “present worth” and “per kWh acquired” basis).

a. Please provide an estimate of the value of the purchased power contracts that resulted from
HECO’s 1987 RFP (i.e., on a “present worth” and “per KkWh” basis).

b. Please provide an estimate of the costs to HEI for the development and implementation of
each of its recent RFPs (i.e., on a “present worth” and “per kWh” basis). '

c. Provide copié‘s of all documents that support each of the above costs estimates.

H'E_CO Response;

HECO does not believe it would be meaningful to compare HECO’s 1987 RFP with the REP
process under consideration in this proceeding. As explained on page 32 of Exhibit A,
cornpeﬁtive bidding processes are evolving with changes in the powerl market. Therefore, it
could be misleading to use costs from 18 years ago as a “benchmark” for future RF?S. For
example, the impacts of direct and imputed debt as a component of the bid evaluation process are
being recognized by a number of regulatory commissions and utilities as an impqrtant factor in
evaluating and selecting resource options (pg 33 of Exhibit A). As explained on page tof
Exhibit C, FASB issued FIN46 in January 2003, so from an accounting perspective, the analysis
of purchased power agreements ﬁsing today’s accounting rules are more complex than the 1987
timeframe. Another example is that more RFP processes include all costs in the analysis,
including transmission costs and system costs. The ability to install transmission infrastructure
in a timely manner has become more difficult since 1987, and the analysis used to consider this

in the RFP process will likely become more complex as a result.
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In any event, HECO does not know the “cost to the host utility” for the development and

implementation of HECO’s 1987 RFP (i.e., on a “present worth” and “per kWh acaquired”

basis). Information regarding engineering costs related to the development and implementation

of the RFP, which took place almost 20 years ago, is no longer available.

a.

HECO assumes that the CA meant to refer to Appendix A at page 9. Response to HECO’s

1987 RFP resulted in negotiations which ultimately resulted in two purchase power

contracts: AES-Barbers Point, Inc. (now known as AES Hawaii, Inc.) and Kalaeloa

Partners, L.P.. (See also the response to CAJRJE, parta.) An evaluation of ‘the AES
contract at the time Commission approval of the contract was requested estimated net
present value of the contract of $5,564 million and 10.48¢ per kwh purchased (HECO-706
in Docket No. 6177). An evaluation of the Kalaeloa contrac:t at the timé,d.‘Commiss_ion |
approval of the contfact was requested estimated net present value of $7,089 million and
12.02¢ per kwh purchased (HECO-706 in Docket No. 6378).

Renewablé Hawaii, Inc. (“RHI”), a non-regulated subsidiary of HECO, is seeking
opportunities for equity investment in commercially viable and cost effective renewable |
energy projects to produce electricity for Hawaii. RHI aims to partner with renewable
energy developers, taking a minority interest and thus contributing financing to these
renewable energy projects. RHI has released a round 1, phased renewable energy request
for project proposals (“RE RFPP”) in 2003 and 2004 for Oahu, then Maui, Molokai and
Lanai, and finally Hawaii. RHI has recently released a second round of the RE RFPP in
March 2005. The ultimate outcome of these RE RFPPs is to sign investment agreements
with the renewable energy developer. The renewable energy developer will have to obtain

all permits and approvals, including a Public Utilities Commission approved power purchase
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agreement with the local utility. RHI received 17 proposals in round 1, of which 6 projects
passed the screeni;zg. RHI is working with these 6 project developers in signing
memorandum of iinderstandiﬁgs, investment agreements and continued due dili geﬁce on the
projects.

The objectivé for RHI's RFP is different from the objective for a competitive bidding
objective for new generation RFP. The decision for RHI to make a passive investment in a
project is based on project team and management, commercial technology and financial
output evaluation. The decision for a utility to accept new generation will be basedona
- number of factors such as reliability, characteristics of generating unit, control of this unit,
state energy policy, firm versus as-available, costs, transmissions needs, time, new
accounting practices and other factors. Thus, time and resource needs will vary for each
objective. ‘RHI has tracked the resource requirements for the RE RFPP development, reiease
and evaluation. However, since the process is on-goin.g"and not completed yet, the
information would not be complete. 1t is also unclear as to what is meant by the request for

“cost per kWh” basis.

See the response to part b.
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CA-HECO-IR-6

Ref: HECO Cbmganies SOP at 12.

The SOP states “The HECO Companies prefer that the procedures be developed and adopted in a
framework proceeding, like that used to develop the IRP Framework, rather than a rulemaking
proceeding.”

a. What is meant by *“a framework proceeding?”

b. Would the result be enforceable rules or something different? Please explain.

HECO Response:

a. A “framework proceeding, like that used to develop the IRP Framework”, as referred to on
page 12 of the Companies SOP, refers to a proceeding like Docket No. 6617, in which the
Commission adopted A Framework for Integrated Resource Planning” (revised May 22,
1992). The framework, as revised May 22, 1992, was attached to-Decis‘i’()n and Order No.
11630, issued May 22, 1992 in Docket No. 6617 (“Instifuting a Proceeding to Require
Electric Utilities to Implement Integrated Resource Planning™).

b. The contemplated result of a “framework proceeding” is a set of guidelines, in the form of
an enforceable Commission order, established by the Commission for a particuiar uﬁlity
process (e.g., in the case of Docket No. 6617, enforceable guidelines for the conduct of
integrated resource planning by the electric and gas utilities subject to the Commission’s
jurisdiction). The result is similar to rules, but the procedures used to adopt the framework
included an evidentiary hearing conducted pursuant to H.R.S. § 91-9 to test the
recommendations of the various parties to the proceeding, and an evidentiary record upon
which the Commission can base a decision, as opposed to a rulemaking proceeding

conducted pursuant to H.R.S. § 91-3, which involves a public hearing and comment process.

(The Commission can conduct a public hearing in connection with a framework proceeding
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if it so chooses, and can incorporate elements such as workshops and a panel format hearing
if it so elects.) In the Companies’ view, a framework is easier to administer and modify, due
to the technical requirements applicable when rules are amended. A framework can allow
for flexibility in the way it is applied, and can more easily account for differences in the

utilities subject to the framework. (A framework proceeding might be too cumbersome if

there were numerous electric utilities, but there are only four in Hawaii.)
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CA-HECO-IR-7

a.

Do the HECO Cofrlpanies have a view of what is lacking (i.e., by way or rules or changes
needed to implement competitive bidding) in the Commission’s current regulatory.
framework? ' ' ‘

If so, please state what specific rule changes or other changes the HECO Companies would
propose to implement?

Please state whether and how each of the changes identified in response to Part (b) would
have improved for customers the results of HECO’s 1987 RFP for power supplies.

HECO Response:

a.

The Companies’ position is that they can support cempeﬁtive bidding for certain forms of
new generation, but only if it is structured in such a fashion that the potential benefits can be
realized, and the poten'tial disadvanfages can be mi_tigated or eliminated, and that appropriate
exceptions are recognized. SOP, page 2. At the same time the Comparﬁ"es have reservations
about the effectiveness of competitive bidding in an island system such as Hawaii. If
competitive bidding is implemented, there are a numbe'rr of potential shortcomings or pitfalls
that need to be addressed to ensure that a competitive bidding system provides be;neﬁts to
customers and shareholders. The Companies can appreciate some of the potential benefits
of competitive bidding but support thé implementation of competitive bidding only. if the
process is designed in such a way that the benefits occur instead of the pitfalls. SOP,
Exhibit A, pages 15, 28. |

Before the Companies are able to identify “what is lacking” in the “Commission’s
current regulatory framework”, and state “what specific rule changes or other changes the
HECO Companies would propose to implement”, the Companies will need to have a more

concrete understanding of the guidelines for the competitive bidding process to be used. In

other words, a number of questions concerning the competitive bidding process to be used
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must be answered in order for the Companies to respond to this information request. For
example, the Con;panies will need to know what is the role of competitive bidding. Will the
competitive bidding process be one that is (a) required, (b) required, subject to exécptions,
(c) encouraged but not required, or (d) something else? In addition, the Companies will
need to know what is the role of the Commission. Will the Commission’s include (2)
apﬁroving the RFP, (b) approving the evaluation criteria, or (c) just approving the projects or
agreements resulting from the process? |

Also, the Companies will need to know whether there are any constraints or -
requirements going to be ixﬁposed on the utility conducting a competitive bidding process.
As is indicated in the Companies’ SOP, given their size and circumstances, the utilities need
to be able to include their build/own projects in the process,'pt_xt together the RFP, review
and evaluate the bidé, select the winning bid(s), and negotiate the terms and conditions of a
PPA (if an IPP project is selected) or a purchase arrangement (if a build and transfer project
is selected). The Companies are proposing a broad role for the utilities, if and to the extent
competitive bidding is adopted, in which case the adopted framework would confirm that
role.

Further, the Companies will need to know what is the role, if any of an independent
observer. Will an independent observer be required or encouraged? If so, will the
independent observer manage the corresbondence between the utility and bidders, review
and audit the results of the evaluation process, and advise the utility if there are any fairness
issues, as the Companies have suggested might be the role of an independent observer?

The Companies will also need to know whether the timing of any regulatory

review and approval steps included in the process will be expedited. Will the timing of the
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review and approval process be expedited so as to provide sufficient time to install
generation before it is needed? It would be imprudent to apply a new competitive bidding
process to new generation that must be added sooner than generation could be addéd using
the process that has yet to be developed. The review and approval process will need timely
milestones so that thé process will work.

Moreover, the Companies will need to know what the effect of competitive bidding :
will be on avoided costs and the Commission’s rules regarding qualifying facilities énd non-
fossil fuel producers. Will the results of a competitive bidding process be used to determine
avoided costs? Will a utility still have an obligation to negotiate with an independent power
producer outside of the competitive bidding process?

In addi.tion, the Companies will need to know which' of the possible ways to intcg;‘ate
competitive bidding into IRP, if any, will be used. Possible scenarios were discussed by the
Companies and the CA in their statements of position.

Furthermore, the Companies will need to know how the issue of the impact of
purchased power costs on the utilities’ balance sheets and the potential for utility.credit
downgrades (and higher borrowing costs) as a result will be handled. If the utilities will
have to restructure their balance sheets and increase their percentage of more costly equity
financing in order to offset the impacts of purchasing power on their balance sheets, then
this rebalancing cost must also be taken into account in evaluating tﬁe total cost of the new
generating unit. Utilities are just starting to gain experience with the impact of FIN 46R on
purchased power arrangements.

Accordingly, until answers to these types of questions are known, the Companies

cannot propose specific framework provisions (which is the Companies’ preferred approach
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or rule changes if a framework approach is not adopted). In general, however, the
Companies note tﬁat a good framework should be flexibie enough to permit tailoring the
process to the specific circumstances, yet specific enough to avoid after-the-fact
determinations of fundamental process matters (e.g., whether the utility should have used
éeparate utility project proposal and bid evaluation teams - - which generally would be
impractical in Hawaii). This will provide flexibility, while helping to avoid attempts by
.losing bidders to undo a completed competitive bidding process (which would delay the
addition of needed resources), no matter how fairly the bidding and evaluation process
actually was conducted.
See the response to subpart a above.
Please see the response to subparts a and b, above. The Corhp_anies; undérstanding is thét
 the reference to “HECO’S 1987 RFP for power supplies” refers to HECO’s Purchase Power
Alternatives Request for Proposal that was issued on J une 4, 1987 that was originally sent to
thirty-one interested parties. Comparisons to the 1987 RFP are not useful. As is discussed
in more detail in the attachment to the response to CA-HECO-IR-12, HECO’s 1987 RFP
was a limited purpose RFP. The RFP primarily called for responders to consider a 146 MW
steam unit in accordance with the design specifications for a HECO proposed unit (i.e.,
Kahe 7). The RFP did not limit responders to the Kahe site or to HECO’s chosen
technology. (The RFP resulted in HECO entering into two purchase power agreements
[“PPA”] and the construction of two QF projects at oil refinery sites located at Campbell

Industrial Park.) The RFP did not have a form of PPA attached to it. Both PPAs wei"e the

subject of lengthy negotiations.
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CA-HECO-IR-8

Ref: HECO Companies SOP at 11.

Please identify the key elements of the process that “has yet to be developed.”

HECO Response:

Whether a biddihg process is developed or not, there are still a large number of important
elements/tasks that have to be developed/completed before a cempeﬁtive bidding process can be
effectively initiated. These are the tasks and processes typical of effeétive competitive bidding
prégrams as undertaken by most utilities. For an initial list and description of several of fhe key
elements of the process tha; need to be developed/completed to effectively undertake competitive
bidding, please refer to the response to Issue 2b of Exhiﬁit A, pages 34 through 40 of HECO’s

Statement of Position.
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Ref: HECO Companies SOP at 6-7; Competitive Bidding Objectives.

Is it the HECO Companies’ position that “a specific competitive bidding process” should be
established (a) before, or (b) after, definition of a “product that meets the buyer’s needs?” Please
explain.

HECO Response:

The Companies’ SOP (page 6) states “”[tlhe objectives of competitive bidding should be |
established to assess whether competitive bidding in general, or a specific competitive bidding
process, will be beneficial.” The Companies’ SOP (page 7) adds that “[t]o establish objectives,
the purpose of a competitive bidding process should first be identified. Generally, a product
buyer will implement a competitive bidding process in order to acquire a product that meets the
buyer’s needs (i.e., in terms of quality, quantity, and time and assurance of delivery) at the
lowest cost. The key points are that the process is only impl_cmented if it benefits the buyer
using the process, and the products acquired using the process will meet the buyer’s needs.”

The decision as to whether to implement competitive bidding, as well as to what
competitive bidding process should be implemented, should be made in light of the product to be
acquired. In this proceeding, the product to be acquired is new generation for one of Hawaii’s
four electric utilities, one of which is a small electric utility cooperative. Thus, Hawaii specific
factors should be considered.

As stated in the Companies’ SOP (page 7), “[i]n order to meet the needs of a small,
isolated utility, the generation acquired under a competitive bidding process must meet the needs
of the utility in terms of the reliability of the generating unit, the characteristics of generation
needed by the utility, and the control that the utility needs to exercise over the operation of the

generating unit in order to integrate the unit into its system.”
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Hawaii specific factors that must be taken into consideration includé factors such as (1)
the very limited number of sites that are available to site new generation, and the difficult, time-
consurming and uncertain process that must be followed to change land use designations in
Hawaii in .order to acquire new sites for generation, (2) the extended time that must be allotted to
conduct the necessary environmental review for, and to permit and obtain the necessary
approvals for, new generation, (3) the utility and island—specific. constraints that constrain the
size ‘bf new generation that can be added to the systems, and (4) the limited fuel options that are
economically available in Hawaii.

A “conceptually sound” process that works on the mainland, but ignores Hawaii’s unique
characteristics, could result in substantial harm to Hawaii’s electric infrastructure, to the ability
of Hawaii’s electric utilities to meet the growing elect;icity needg of their cd,sl,.xomers, and to
Hawaii’s economy. The process must provide for exceptions if implementing the process could
negatively impact the ability of Hawaii’s electric utilities to add generation in a timely fashion.

Any process established by a Commission adopted framework must also be flexible
enough to take into account further delineation of the specific product (i.e., the generation needs
of the electric utility using the process) at the time an RFP is issued.

For example, the specific competitive bidding process used may differ depending on the
type of generation to be acquired. For instance, the competitive procﬁrement process for
distributed generation (“DG”) may be different than the competitive procurement process for
generation that provides power directly to the utility or sells power to the atility. The
competitive procurement procedure that the Companies propose to use for combined heat and

power (“CHP”) systems that are installed at customer sites was detailed in the generic DG

investigation, Docket No. 03-0371.
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Also, as-available renewable energy generation has different characteristics than firm
capacity, and the timing of when such resources are added to the utility’s system is not nearly as
important to the reliability of the system. It may be appropriate to establish a separate
competitive procurement process to acquire as-available renewable energy generation,

particularly given the staté energy policy that favors the development of renewable energy

generation.
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CA-HECO-IR-10

Ref: HECO Companies SOP, Exhibit A at 2.

a. Have the HECO Companies performed, or otherwise acquired, any assessment of the
markets that might be tapped through competitive bidding processes?

b. If the response to Part (a) is answered in the affirmative, please provide copies of all related
documents.

HECO Response:

a. HECO has not performed a detailed assessment of the market entities that may bid into a
competitive bidding process. HECO is familiar with the entities that do business in Hawaii
as well as the commercially viable technologies but is not certain who may elect to bid in
such a process. Given limitations associated with the potential size of the solicitation, sites,
permitting schedule, etc. it is not certain if traditional mainland power generators will decide
to bid.

b. Not applicable.
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CA-HECO-IR-11

Ref: HECO Companies SOP, Exhibit A at 15.

Which of the “several approaches for instituting competitive bidding” do the HECO

a.
Companies favor? Please explain.

b. Does HECO currently have a need (i.e., as that term is used on page 16) that would justify
implementation of this approach? Please explain.

HECO Response:

a. Page 15 of Exhibit A contains an important prelude to the discussion of competitive bidding

“approaches used on the mainland:

“HECO has reservations about the effectiveness of competitive bidding in an

island system such as Hawaii. If competitive bidding is implemented, there are a

number of potential shortcomings or pitfalls that need to be addressed to ensure

that a competitive bidding system provides benefits to customersand

shareholders. HECO can appreciate some of the potential benefits of

competitive bidding but supports the implementation of competitive bidding

only if the process is designed in such a way that the benefits occur instead of

the pitfalls.”
The Exhibit then describes three approaches for instituting competitive bidding on the
mainland: 1) adoption of rules and guidelines first, through a formal regulatory process,
prior to initiation of the actual competitive solicitation, 2) development of the bidding
procedures and RFP via a collaborative process, with input from a number of parties, and 3)
independent development and issuance of the RFP by the soliciting utility, generally without
input from outside entities. These are described at a conceptual level, and at this time,
HECO is not characterizing any of these options as having benefits which exceed pitfalls. |

HECQ’s favored approach is one that takes the time necessary to address the Potential

Shortcomings described on pages 15 through 17 of Exhibit A. As stated on Page 17:
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“HECOQ’s position is that the process to develop an effective and fair
competitive bidding process will be time consuming. However, it is
important that sufficient time be allocated to ensure the process is adequately
developed and potential pitfalls and shortcomings can be discussed and
resolved.” | '

b. HECO currently has a “need” for new generation; however, it would be difficult to justify
any process that does not satisfy this need. As stated on page 11 of the HECO SOP:
“It would be imprudent to apply a new competitive bidding process to new

generation that must be added sooner than generation could be added using the
process that has yet to be developed.”
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CA-HECO-IR-12

Ref: HECO Companies SOP, Exhibit A at 8.

HECO states that “a three to four year time horizon from the development of the compctltwe
bidding procedures to development and issuance of the RFP ... is not unusual.”

a.

Please state whether HECO has records of the process and implementation docurnentation
from its 1987 RFP, or access to RFP process and implementation documentation through its
consultants.

Please identify each RFP that HECO (or its consultants) is aware of that resulted in a signed
PPA, where the approach used was consistent with that described under item (3) on page 16
of Exhibit A.

Please identify each RFP that HECO (or its consultants) is aware of that resulted in a signed
PPA and in which the time to develop (perhaps using already-available documentatlon) and
implement the RFP was less than three to four years.

For each RFP described in Part (c), please identify the duration of the RFP, stating in each
instance the event that signified the beginning and end of thé process.

HECO Resgoﬁse:

Please note that HECQ’s reference to a three to four year time horizon includes the development

of the competitive bidding guidelines or procedures, development and issuance of the RFP, and

completion and approval of contracts. This schedule is based on the development and

-implementation of competitive bidding processes for long-term resource options (i.e., 20-30 year

contracts).

a.

HECO does not have all of the requested informatioﬁ regarding its 1.987 RFP. Information
regarding the 1987 RFP was provided in Docket No. 6177. A summary of the events that
led to the 1987 RFP is attached as pages 4-7. HECO is uncertain of the time it took to
develop the RFP. The RFP for purchased power alternatives was issued in June 1987, with
responses received in August 1987. A power purchase agreement was signed with

AES-Barbers Point, Inc. (now known as AES Hawaii, Inc.} in March 1988, and with
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* Kalaeloa Partners, L.P. in October 1988. |

HECO and its coz;sultants are aware of a few specific examples of RFPs that have been
undertaken where the approaéh was generally consistent with the approach describéd under
item (3) on page 16 of Exhibit A of HECO’s SOP. BC Hydro recently conducted a Call for
'fenders process consistent with the approach described under item (3). In addition, Duke
Power has solicited bids for power supplies based on its own RFP process, without the
presence of formal bidding rules or procedures in the states in which the utility serves.
HECO and its consultants can cite several examples of recent RFPs and Call for Tenders in
which the time to develop and implement the RFP was less than three to four years. In
several cases, the biddi'ng rules and/or guidelines had preViously been established prior to
development and impiemeritation of the RFP. Examples inéiu_de: (H Hydro-Quebec
Distribution Call for Tenders for .1,2()0 MW of Firm Capacity and Associated Energy (A/O
2002-01); Firm Capacity for 100 MW of Electricity Generated Using Biomass (A/QO 2003-
01); and 1,000 MW of Wind-Generated Electricity (A/O 2003-02); (2) Portland General
Electric 2003 Request For Proposals; (3) Pacificorp RFP for Electric Resources (RFP 2003-
A); and (4) BC Hydro Call for Tenders.

Attached page 8 provides the schedule for each of the RFPs listed above. While some of the
dates may be vague and not exact, the schedule represents the recoliection of HECO'’s
consultants regarding the timeframe of the RFP process. In addition, the timeframe for
developing the rules and procedures which underlie the RFP process are discussed where
v?arranted.

The timeframe for developing and implementing an RFP process depends on a

number of factors including the following: (1) Whether or not competitive bidding rules or
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procedures were already in place before issuance of the RFP; (2) whether or not the host
utility has had recént experience with development and implementation of an RFP process;
and (3) the type of resources solicited. For example, in Hydro-Quebec’s case, the Company '
has issued several Calls for Tenders. The initial Call for Tenders for 1,200 MW of firm
capacity and associated energy took longer to develop and implement than subsequent
proéesses. |

For the Portland General Electric RFP, the bidding rules and guidelines were already
in place before the RFP process began. The process of developing the competitive bidding
guidelines in Oregon began in May 1989, when the Oregon Public Utility Commission
ordered an informal staff investigation into the potential use of competitive bidding as a
means for investor-owned electric utilities to acquire energy" resources. The Competitive
Bidding Guidelines were adopted in October 1991 in Order 91-1383, over two years later.
Thus, while it took less than the three to four years to deVelop and implement the most
recent Portland General Electric RFP process, the existence of the competitive bidding
guidelines served to reduce the schedule for development and implementation of the RFP. If
the timeframes required for the development of the bidding rules and conduct of the RFP
process are considered, the total time approaches the four year schedule identified. '
While attached page 4 provides the schedule for undertaking the competitive bidding

process only, HECO'’s statement about the time required to undeftaké a competitive bidding
process includes development of competitive bidding guidelines and/or procedures for

undertaking the competitive bidding process, in addition to the actual implementation of the

process.
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HECQ’s 1987 Solicitation of Power Purchase Proposals

After five years of little or no load growth, HECO cxpeﬁenced dramatic load growth
from late 1985 through 1986. This led to an unexpected need for additional capacity. HECO’s
1986 Generation Resource Plan, which utilized the September 24, 1986 peak load forecast,
indicated that a new generating unit would be required by October 1990. HECO determined that
the 5est option for P[ECO~§wned generation, in the absence of any non-utility generating
proposals, was to add a new 146 MW oilmfired steam generator at its Kahe Power Plant (*Kahe
77} that would be deéigned for future conversion to coal.

After HECO issued a Request for Proposals for Engineering Design, Procurement and
Construction Management on February 25, 1987, HECO determined that the',fe was significaﬁt
market interest in the development of non-utility options.

Because of the short lead time available to have additional generatioﬁ in place by October
1990, HECO pursued alternative ownership options in parallel with its Kahe 7 approach.

With respect to a possible Kahe 7, HECO: (1) awarded a contract to Stone & Webster
Engineering Corporation on April 7, 1987 for Kahe 7 engineering services with a “cancellation
upon notice clause™, (2) filed an application with the Commission for approval of Kahe 7 on
April 15, 1987 in Docket No. 5778 (while indicating that alternative methods of financing the
project, including non-utility ownership, were being considered), and (3) released requests for
bids for turbiﬁe and boiler equipment on May 15, 1987 and June 1, 1987, with final bids due on
August 3, 1987 and August 21, 1987, respectively. On September 21, 1987, HECO withdrew its
application in Docket No. 5778 after it determined that the power purchase alternative was

SUperior.
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In order to pursue the power purchase alternative, HECO issued a Purchase Power
Alternatives Request for Proposals (“RFP”) on June 4, 1987, with a response date of August 17,
1987. In an effort to resolve potential legal impediments to the purchase of power from an
independeht power producer (or “IPP”), HECO filed an Application for Declaratory Order in
Docket No. 5931 on June 23, 1987, and commenced the steps necessary to make a part of the
Kahe site available to an IPP. Throughout this period, HECO was assisted in evaluating various
non—.utility ownership options, including the sale and leaseback option, by its financial |
consultant, Goldman Sachs. |

The RFP was sent to thirty-one interested parties. Seven “serious” bids (with 13 total
possible options) were submitted in response to the RFP.

Most of the power purchase proposals were directed at pr;viding a unit substantially |

identical to the Kahe 7 unit. However, Applied Energy Services, Inc. (“AES™) proposed a
coal-fired CFB cogeneration unit to be located in the Campbell Industrial Park, coupled with a
simple-cycle CT since a coalfired unit could not be brought on line by November 1990.
(AES noted that the study filed with HECO’s application in Docket No. 5778 recommended a
CT as the next unit after Kahe 7.) A second bidder, BBC Brown Boveri, Inc. (also known as
Asea Brown Boveri, or “ABB”), proposed a LSFO-fired combined cycle co-generation plant,
which also would be located at Campbell Industrial Park. (BBC proposed a partnership,
HACOA, to own the project.)

HECO analyzed all of the proposals received on the basis of total revenue requirements.

In evaluating the various purchased power bids, HECO’s primary objective was to minimize the

“all-in” cost of obtaining needed capacity and energy.
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HECO also considered technologies, the financial and operating strengths of the bidders,
HECO’s ability to disp'atch the unit(s), scheduling risks, regulatory and legal risks, the system
impact of the proposed facilities, and conformity to HECO’s terms and conditions. In érder to
do the evaluation, HECO relied both on its in-house staff and outside consultants, including
Management Analysis Cc;mpany (which assisted in the technical evaluation of the bids and in
validatiﬁg the AES coal pricing), and Goldman Sachs (which assisted in the assessment of the
capacity payment structures and the financial strengths of the bidders).

The AES-BP proposal, as bid, proved to be economically superior to the Kahe 7 base
case and to the other purchased power alternatives, and AES-BP’s use of coal provided HECO
with a valuable opportunity to diversify its fuel base on Oahu. The AES-BP proposal offered a
very favorable energy price based on coal at a cost of approximately $1.50/mmBtu at a time
when HECO was paying about $3.30/mmBtu for low sulphur fuel oil (LSFO). (At the time of
the hearings in Docket No. 6177, HECO’s LSFO cost was approximately $2.82/mmBtu.)

Because of the even higher then expected load growth experienced by HECO in 1987,
HECO determined that it needed both the 180 MW from the BBC combined-cycle facility and
the 146 MW from the AES-BP facility. The proposed combined-cycle facility had a higher than
expected efficiency and was expected to be very reliable. Moreover, HECO could add 70 MW
from the combined-cycle facility as early as 1989. By coﬁtracting to purchase power from
qualifying cogeneration facilities, the potential legal problems associated with purchasing from
IPPs were resolved, and the Application for Declaratory Order was withdrawn on October 2,
1987.

On September 24, 1987, and September 25, 1987, HECO sent letters of intent to BBC

and AES.
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Subsequently, for the reasons specified in Exhibit A to HECO’s Amendment to
Application, filed July 29, 1988, in Docket No. 6177, including apparent internal difficulties
w.ithin the HACOA general partnership, the power purchase agreement between HACOA and |
HECO was terminated.
| Shortly after termination of the HACOA Agreement, HECO met with representatives of

ABB to discuss the possible purchase of the proposed HACOA facility and other available
eptiéns. At that meeting, it was agrced that if a restructuring of the original partnership could be
accomplished whereby a subsidiary of ABB Would be the sole generai paﬁner, HECO’s concerns
would be alleviated.. ABB was subsequently successful in persuading its partners to accept é

new limited partnership arrangement and negotiations were opened on a new power purchase

agreement between HECO and Kalaeloa (a new limited partnership). ,
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CA-HECO-IR-13

Ref: HECO Companies SOP, Exhibit A at 9.

a. Please provide a status report addressing the development (including milestones achieved)
for each of the following facilities:

1.
2.
3.

4.

the “simple cycle peaking unit at Campbell Industrial Park;”

_ the Maalaea Unit M18;

the Waena Unit 1; and

the Keahole Unit ST-7.

b. For each of the facilities identified above, please indicate whether the relevant electric utility
considered meeting its need through a competitive bidding process (i.e., instead of building
the identified facility).

c. For each facility regardlng which the response to Part (b)‘ is answered in the affirmative,
please provide copies of all documents that pertain to the electric utility’s decision regarding
whether or not to proceed with competitive bidding. .

HECO Response:

1.

Campbell Industrial Park Unit 1

s The application for the air permit was submitted to the Hawaii Departmenfof
Health in October 2003.

o  The primary engineering consultant has been hired to develop the conceptual
design, cost estimates for the project, and to provide final engineering design
services for the project. A permitting consultant has been hired to assist with
permitting, including preparing the environmental assessment for the project.

» In April 2005, a Request for Proposal was sent to the prospective combustion
turbine vendors to facilitate selection of the genefating unit to be installed. This

selection is necessary to support the air permitting and other approval processes,
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but does not constitute a commitment of funds to manufacture the equipment.
Ongoing meetings are being held with the West Oahu neighborhood boards and
community leaders to keep them informed of projéct status and plans.
An Environmental Impact Statement Preparation Notice was prepared and is

scheduled to be submitted to the Office of Environmental Quality Control in May

2005.

Maalaea Unit 18

PUC Decision and Order No. 13730, filed J anuary 11, 1995, in Docket No. 7744,
approved MECO’s request for the purchase and installation of the Maalaea |
Dual-Train Combined Cycle No. 2, which included Maalaea Unit 18; an extension
of the Special Management Area Use permit was alpp_rovgad by tﬁe Maui County-
Planning Commission on February 11, 2003, and the PSD/CS (“Air”) Permit was
effective September 8, 2004.

Major cqﬁipmcnt (steam turbine, air-cooled condenser, heat recovery steam
generators) have been purchased. Currently specifying auxiliary equipment
required for Maalaea 18.

Construction is forecasted to start in October 2003.

Commercial Operation date is forecasted for September 2006.

Waena 1

The Final Environmental Impact Statement for the Waena'Generating Station was
accepted by the Maui County Planning Department in November 1997.
The application for the air permit was submitted to the Hawaii Department of

Health in December 2002.
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» A conceptual design of the Waena Generating Station was completed in Febmary
2005.
o Currently, preparing a Request for Proposal for project management, engineering,
and start up service to design, construct, and start-up Waena 1, a nominal 20 MW

simple cycle combustion turbine.

4. Keahole Unit ST-7

Before Keahole Unit ST-7 is built, the property must be first reclassified from
conservation to urban by the County and then rezoned to industriél by the State Land
Use Commission (LUC). A petition for reclassification was filed with the LUC in
November 2003. An Environmental Impact Statement (EIS) was required and
completed for this process. This entire process is not enépectcd to be. completed until the
first quarter 2007, or later.

The Keahole Final EIS was submitted to the LUC on January 24, 2005. At the
Land Use Commission hearing on February 10, 2005, the LUC voted to accept |
HELCO’s Final EIS concerning the land reclassification. The evidentiary hearing dates
on the petition for reclassification are set for May 18-19, 2005 and June 1-2, 2005.

b. Competitive bidding was not considered by HECO, MECO and HELCO as an alternative
for any of the unit addition projects listed.

¢. Not Applicable.
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CA-HECO-IR-14

Ref: HECO Companies SOP, Exhibit A at 5.

Please identify (i.e., by soliciting ﬁtility, bidder, and RFP date) each instance in which a ‘.‘bidder
was selected as the preferred project, or actually signed a contract and failed to complete the
project.

HECO Response:

HECQ’s consultants caﬁ cite two examples of recent cases m which a bidder was selected
as the preferred project, decided it could not agree to its original pricing and/or the contracts
terms specified in the RFP document and either withdrew its ;t)id, requested to change the pricing
and terms of the agreement, Or was rcjeétcd by the host utility_for failure to comply'with the
stated requirements of the RFP. | |

In the fﬁst example, Hydro—Quebéc Distribution Call for Tendérs (A/O 2002-01), Calpine
Canada was selected for contract award. The Call for Tenders document stated that bidders were
;equired to accept the security provisions stated in the Call for Tenders documents as a condition
for submitting tﬁeir proposal and had to acknowledge acceptance by signing their proposal.
Calpine agreed to the requirements by signing its proposal as required. Hydro-Quebec
bistribution initiated contract negotiations with Calpine Canada, but subsequently Calpine
Canada decided it could not abide by the secur.ity terms in the contract. As a result, contract
negotiations were termiﬁated and Hydro-Quebec Distribution initiated contract negotiations with
the next best project. Hydro-Quebec Distribution eventually completed a contract with this
bidder. The contract was signed several months after the estimated completion date due to the
time lost in the negotiation process with the initial project.

A second example is Central Power & Lights’ (CPL) 1997 Supply-side RFP. A bidder

(confidential) was selected as the winning bidder and contacted by CPL to begin contract
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negotiations. Shortly after contract negotiations began, the bidder terminated negotiations,
claiming its price was too low to complete the project. Since the RFP stated that price was not
négotiable, CPL decided to begin negotiations with the next best bidder. Negotiations with the
second bidder began and several sessions were held. During the negotiations process, the bidder
inforrﬁed CPL that it could not abide by the guaranteed availability included in its proposal
because its generation equipment manufacturer could no longer guarantee the availability level
proﬁosed. After assessing the economic impact of a lower guaranteed availability level, CPL
decided to terminate contract negotiations with this bidder as well.

In addition, MECO and HELCO have experienced situations where it. signed a contract

with an Independent Power Producer, and the prdjects were never completed.

On August 17, 1999, following negotiations between the Ii:aarties, HELCO signed a Power

Purchase Contract (Contract) with Kahua Power Partners LLC (KPP) for 10 MW of as-available

energy from a wind farm at Kahua Ranch, Hawaii. The Contract was amended by Amendment
No. 1 on April 4, 2000, and the Contract and Amendment No. 1 (Amended Contract} were
approved by the Commission in Docket No. 00-0177 on June 1, 2001. The Amended Contract
was assigned to Hawi Renewable Development (HRD) on September 12, 2003. On November
25, 2003, HRD informed HELCO that it did not intend to pursue the construction of the wind
farm project at Kahua Ranch because it intended to pursue its separate, expanded wind project at
Hawi, and requested that HELCO terminate the Amended Contract. HELCO consented to
termination by letter dated December 9, 2003, and filed notice of the termination letter with the
Commission on January 20, 2004 in Docket No. 00-0177.

On June 17, 1983, following negotiations between the parties, MECO signed a Power

Purchase Contract (Contract) with Zond Pacific, Inc. (Zond) for 10 MW of as-available energy
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from a wind farm at Kaanapali, Maui. The Contract was approved by the Commission in Docket
No. 5324 on July 17, 1585. On June 29, 1989, Zond requested changes to the Contract because
it felt that “the project would have ka very limited chance of implementation since the cé-ntract |
terms simply are not adequate enough to attract thg necessary institutional financing within the
time ﬁame provided.” After considering Zond’s proposal.s for changes to the Contract, MECO
determiﬁed that it could not agree to these changes. By letter dated October 12, 1989, MECO

terminated the Contract, and suggested that Zond enter into a new contract when they have a

more firm and realistic operational date.



CA-HECO-IR-15
DOCKET NO. 03-0372
PAGE10OF2

CA-HECO-IR-15

Re: HECO Companies SOP, Exhibit A at 5.

Please identify (ie., by soliciting utility, bidder, and RFP date) each instance in which a
developer walked away from a partially or nearly completed project.

HECO Response:

There havé been several recent examples of instances in which a developer has walked
away from a partially or nearly completed project (or fully operational projects). An article by |
Platts entitled “Banks Hold 14,065 MW of Merchant Assets as a Result of Defaults by Four
Companies” 2/25/2004, provides sevgral examples of such cases.

(www.platts.com/Magazines/Platts %20T&D/News%20Archive/022504_8.xml)

As noted in the article, National Energy Group (NEG), the me;chant division of PG&E
Corp., defaulted on $2.3 billion in loans and credit facilities and $605-million in equity
guarantees covering eight generating facilities. 'i“hree generating plants: (1) the Athens facility in
Athens New York (1,080 MW); (2) the Covert plant in Covert, Michigan (1,200 MW); and (3)
the Harquahala plant in Tonopah, Arizona (1,175 MW) were under construction at the time of
bankruptcy. |

Exelon Corp. also walked away from its equity stake in six units owned by its Boston
Generating LLC subsidiary, which was created from its acquisition of former Sithe Energies’
h'oldings. Two plants: (1) the Mystic combined cycle units (1,600 MW) and (2) the Fore River
facility (800 MW) were both neariy completed at the time Excelon walked away.

Another example is El Paso walking away from its investment in the Milford,

Connecticut project (544 MW) on December 31, 2003.
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Also, please refer to the response to CA-HECO-IR-14 for examples of projects in which

the developer failed to complete a specific project.
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Re; HECO Companies SOP, Exhibit A at 6.
a. Please state the HECO Companies’ view regarding whether the “obligation to serve:”
1. can be imputed by an electric utility to some other entity; or

2. should be imputed, perhaps by the Commission, to another entity.

b. Are the HECO Companies aware of any circumstances under which the obligation to serve
(i.e., for an electric utility to provide reliable service) can reside within an entity other than
an electric utility under Hawaii Law or Commission practice?

c. If yes, please identify such circumstances and explain the basis for the Company’s assertion.

HECO Response:

a. In general, a utility would not be able to "assign” its obligation to serve and, thus, be
relieved of its obligation to serve (absent regulatory restructuring). The Comumission may or
may not be able to impose obligatioris on non-utilities as a condition for approving certain
contracts (but the obligations would contractual, and not a result of the non-utility's status.
(PURPA and state law specifically exclude certain forms of utility-type regulation for QFs
and non-fossil fuel producers. Also, the Commission has found that IPPs that sell solely to
utilities are not utilities themselves.) Also, as a practical matter, the imposition of utility
obligations on power producers and/or broad requirements that such power producers
indemnify utilities for their inability to fulfill their obligation to serve may render projects
unfinanceable.

b. In states that have implemented reta.ii access for utility customers, the utilities have the
obligation to deliver power but not the obligation to supply generation service. Since
utilities in many of these states sold their generation assets, the obligation to provide

generation service is no longer applicable. However, most utilities still provide some form
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of standard offer or default service for customers who have chosen not to secure their own
supply service.
Hawaii has not implemented such a restructuring process as other states. Thus,

HECO, HELCO and MECO still have the obligation to serve customer requirements.

Not applicable.
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Ref: Exhibit E.

For each state “bidding status™ provided, please provide:
a. acitation to the source document for all information included; and

b. acopy of each cited document where such document is not readily available (e.g., on a
publicly accessible internet web-page).

HECO Response:

a. Two source documents were used as a starting point for Exhibit E. The first is Table A-1
from Attachment B of HECO’s Position Statement for the Electric Competition Proceeding
in Docket No. 96-0493, which was prepared by HECO’s consultant, and which reflects the
information on the status of competitive bidding in each state from a report by the National
Regulatory Research Institute entitled State Commission Regulatilons of Self-Dealing Power
Transactions, January 1996.

The second source document is from the US Department of Energy Energy

Information Administration’s website (www.eia.doe.gov). The website (under electricity)

contains an update on electric industry restructuring by state as of February 2003, along with
a description of electric restructuring and retail access activity in each state.

HECQ’s consultant also made adjustments, as appropriate, based on on-going
activities associated with competitive bidding in select states as a result of participation in
competitive bidding processes. HECO's consultant has worked with utilities and others. in
competitive bidding assignments in the following states: Maine, Massachusetts, New York,
New Jersey, Delaware, Maryland, North Carolina, South Carolina, Illinois, Minnesota,

Wisconsin, Oklahoma, Texas, Arkansas, Louisiana, Utah, and Oregon, as well as following
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competitive bidding activities in a number of other states.

b. Please refer to website reference for the US Department of Energy, Energy Information

Administration website. The report identified from the National Regulatory Research

' Institute is available from NRRI (www.nrri.Ohio-State.edu). (HECO’s consultant no longer

has a copy of the NRRI report.)
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CA-HECO-IR-18

Ref: HECQ Companies SOP, Exhibit A at 9.

The HECO Companies include the “long lead time for environmental review, permitting and
approvals” as among the constraints in using competitive bidding to respond to near-term needs
for incremental capacity resources. Please state all instances (i.e., as known to HECO or its
consultants) in which state environmental review processes were accelerated to address an
immediate or near-term need for incremental capacity resources.

HECO Response:

It is HECO understanding that in February 2001, California Governor Davis signed Executive
Orders to expedite the review and permitting process of power generating facilities in California

while maintaining environmental standards. See the following link for additional information:

htip://www.arb.ca.gov/energy/energy.htm
However, HECO is uncertain if these Executive Orders actually resulted in permit approvals

being accelerated.
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Ref: HECO Companies SOP, Exhibit A at 24,
The text states that “the HECO Companies have already been required by the credit rating

agencies to rebalance their capital structures as a result of their purchased power commitments.”
Please provide a copy of all documents received from “credit rating agencies” that imposed this
requirement on the HECO Companies.

HECO Response: -

As discussed by the return on rate base witness in HECO’s cﬁrrent rate case (HECO T-21
in Docket No. 04-0113), HECO must maintain at least its current credit rating in order to
méintain continuous access to capital markets. As indicated in the SOP, the credit rating
agencies have determined that certain oﬁiigations of the Company that are not currently reported
as liabilities on the Company’s balance sheet should be réﬂected as debt in the ratios used to
evaluate the Company’s risk profile. In order to capture the risks associated with these

- obligations, the credit rating agencies calculate “imputed debt.” The S&P arti_cle “’Buy Versus
Build’: Debt Aspects of Purchased-Power Agreements™ (pages 3-7) provides a description of
S&P’s methodology for imputing debt and interest expense. This article has also been provided
in Docket No. 04-0113 as Exhibit HECO-2111. The S&P method of imputing debt for purchase
power is explained in detail in HECO’s current rate case (HECO T-21, pages 26-27, in Docket
No. 04-0113).

Credit ratings are determined based on an evaluation of both qualitative and quantitative
measures. The S&P article “New Business Profile Scores Assigned for U.S. Utility and Poﬁer
Companies; Financial Guidelines Revised” (attached pages 8-26) discusses indicative credit
ratings for three key financial ratios: 1) funds from operations/interest coverage, 2) funds from
operations/total debt, and 3) total debt/total equity. Imputed debt and imputed interest expense

negatively impact all three ratios. In its published credit evaluations of HECO (for example, see
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S&P RatingsDirect Hawaiian Electric Company, Inc. dated December 13, 2004 attached on
péges 27-29), S&P has indicated that it takes imputed debt and interest expense relating to
HECO’s purchase power contracts into account in evaluating its financial ratios.

In the early 1990’s, HECO’s credit rating was downgraded, in part as a result of the risks
associated with the purchase power contracts it signed in the late 1980°s. Also in the early
1990°s, S&P developed its methodology for taking the risks of purchase power into-
consideration in evaluating a company’s credit. As a result, HECO increased its equity ratio in
order to improve its key financial ratios. In past discussions with S&P, they have indicated that a

downgrading was eminent unless HECO could improve its key financial ratios; however, no

written correspondence was provided.
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d": Debt Aspects of Pu rchased-Powér Agreements

"Buy Versus Buil
Credit Analysts: Jeffrey Wolinsky, CFA, New York (1) 212-438-2117; Dimitri Nikas, New York {1

} 212-438-7807; Anthony Flintoff, London {44) 20-

+826-3874; Laurie Conheady, Melbourne {61) 3-9631-2036

Standard & Poor's Ratings Services views electric utility purchased-power
agreements (PPA) as debt-like in nature, and has historically capitalized these
obligations on a sliding scale known as a "risk spectrum.” Standard & Poor's applies
a 0% to 100% "risk factor” to the net present vaiue (NPV) of the PPA capacity
payments, and designates this amount as the debt equivalent.

{Nhile determination of the appropriate risk factor takes several variables into
consideration, including the economics of the power and regulatory treatment, the
overwheiming factor in selecting a risk factor has been a distinction in the likelihood
of payment by the buyer. Specifically, Standard & Poor's has divided the PPA
universe into two broad categories: take-or-pay contracts (TOP; hell or high water)
and take-and-pay contracts (TAP; performance based). To date, TAP contracts
have been treated far more leniently (e.g., a lower risk factor is applied) than TOP
contracts since failure of the seller to deliver energy, or perform, results in an
attendant reduction in payment by the buyer. Thus, TAP contracts were deemed
substantially less debt-fike. in fact, the risk factor used for many TAP obligations
has been as low as 5% or 10% as opposed to TOPs, which have been typicaily at

least 50%.

Standard & Poor's originally published its purchased-power criteria in 1980, and
updated it in 1893. Over the past decade, the industry underwent significant
changes related to deregulation and acquired a history with regard to the
performance and reliability of third-party generators. in general, independent
generation has performed well; the iikelihood of nondelivery—and thus release from
the payment obligation—is low. As a result, Standard & Poor’s believes that the
distinction between TOPs and TAPs is minimal, the result being that the risk factor
for TAPs will become more stringent. This article reiterates Standard & Poor's views
on purchased power as a fixed obligation, how to quantify this risk, and the credit
ramifications of purchasing power in light of updated observations.

Why Capitalize PPAs?

Standerd & Poor's evaluates the benefits and risks of purchased power by adjusting
a purchasing utility's reported financial statements to allow for more meaningful
comparisons with utilities that build generation. Utilities that build typically finance
construction with a mix of debt and equity. A utility that leases a power piant has
entered into a debt transaction for that facility; a capital lease appears on the

utility's balance sheet as debt. A PPA s a similar fixed commitment. When a utility-
enters into a long-term PPA with a fixed-cost component, it takes on financial risk.
Furthermore, utilities are typically not financially compensated for the risks they
assume in purchasing power, as purchased power is usually recovered doliar-for-

dollar as an operating expense.
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As electricity deregulation has progressed in some countries, states, and regions,
the line has blurred between traditional utilities, vertically integrated utilities, and
merchant energy companies, all of which are in the generation business. A
common contract that has emerged is the tolling agreement, which gives an energy
merchant company the right to purchase power from a specific power plant. (see
"Evaluating Debt Aspects of Power Tolling Agreements,” published Aug. 26, 2002).
The energy merchant, or toller, is typically responsible for procuring and delivering
gas to the plant when it wants the plant to generate power. The. power plant
operator must maintain plant availability and produce electricity at a contractual
heat rate. Thus, tolling contracts exhibit characteristics of both PPAs and leases.
However, tollers are typically unregulated entities competing in a competitive
marketplace. Standard & Poor's has determined that a 70% risk factor should be
appiied to the NPV of the fixed tolling payments, reflecting its assessment of the

risks bome by the toiler, which are:

e Fixed payments that cover debt financing of power piant (typically highly

leveraged at about 70%), .
« Commodity price of inputs,
o Energy sales (price and volume), and
o Counterparty risk.

Backto To

Determining the Risk Factor for PPAs .

Alternatively, most entities entering into long-term PPAs, as an alternative to
building and owning power plants, continue to be regulated utilities. Observations
over time indicate the high likelihood of performance on TAP commitments and,
thus, the high likelihood that utilities must make fixed payments. However, Standard
& Poor's believes that vertically integrated, regulated utilities are afforded greater
protection in the recovery of PPAs, compared with the recovery of fixed tolling
charges by merchant generators. There are two reasons for this. First, tariffs are
typically set by regulators to recover costs. Second, most vertically integrated
utilities continue to have captive customers and an obligation to serve. Ata
minimum, purchased power, similar to capital costs and fuel costs, is included in

tariffs as a cost of service.

As a generic guideline for utilities with PPAs included as an operating expense in
base tariffs, Standard & Poor's believes that a 50% risk factor is appropriate for long-
term commitments (e.g. tenors greater than three years), This risk factor assumes
regulatory treatment, including recognition of the PPA in tariffs; otherwise
a higher risk factor could be adopted 1o indicate greater risk of recovery. Standard &
Poor's will apply a 50% risk factor to the capacity component of both TAP and TOP
PPAs. Where the capacity component is not broken out separately, we will assume
that 50% of the payment is the capacity payment. Furthermore, Standard & Poor's
will take counterparty risk into account when considering the risk factor. If a utility
relies on any individual seller for a material portion of its energy needs, the risk of
nondelivery will be assessed. To the extent that energy is not delivered, the utility
will be exposed to replacing this power, potentially at market rates that could be
higher than contracted rates and potentially not recoverable in tariffs.

adeguate

Standard & Poor's continues to view the recovery of purchased-power costs via a
fuel-adjustment clause, as opposed to base tariffs, as a material risk mitigant. A

{2 0f5)
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monthly or quarterly adjustment mechanism would ensure doiar-for-dollar recovery
of fixed payments without having to receive approval from regulators for changes in
fuel costs. This is superior to base tariff treatment, where variations in volume sales
could result in under-recovery if demand is siuggish or contracting. For utilities in
supportive regulatory jurisdictions with a precedent for timely and full cost recovery
of fuel and purchased-power costs, a risk factor of as low as 30% could be used. in
certain cases, Standard & Poor's may consider a lower risk factor of 10% to 20% for
distribution utilities where recovery of certain costs, including stranded assets, has
been legislated. Qualifying facilities that are blessed by overarching federal -
legislation may also fall into this category. This situation would be more typical of a
utility that is transitioning from a vertically integrated fo a disaggregated distribution
company. Still, it is unlikely that no portion of a PPA would be capitalized (zero risk

factor) under any circumstances.

The previous scenarios address how purchased power is quantified for a vertically
integrated utility with a bundled tariff. However, as the industry transitions to
disaggregation and deregulation, various hybrid modeis have emerged. For
example, a utility can have a deregulated merchant energy subsidiary, which buys
power and off-selis it to the regulated utility. The utility in tum passes this power
through to customers via a fuel-adjustment mechanism. For the merchant entity, a
70% risk factor would likely be applied to such a TAP or tolling scheme. But for the
utility, a 30% risk factor would be used. What would be the appropriate treatment -
here? In part, the decision would be driven by the ratings methodoiogy for the
family of companies. Starting from a consolidated perspective, Standard & Poor's
would use a 30% risk factor to calcliate one debt equivaient on the consolidated
balance sheet given that for the consolidated entity the risk of recovery would
ultimately be through the utility's tariff, However, if the merchant energy company
were deemed noncore and its rating was more a reflection of its stand-alone
creditworthiness, Standard & Poor's would impute a debt equivalent using a 70%
risk factor to its balance sheet, as well as a 30% risk-adjusted debt equivalent to the
utility. Indeed, this is how the purchases would be reflected for both companies if
there were no ownership relationship. This example is perhaps overly simpiistic
because there will be many variations on this theme. However, Standard & Poor's
will apply this logic as a starting point, and modify the analysis case-by-case,
commensurate with the risk to the various participants.

Back to Top

Adjusting Financial Ratios

Standard & Poor's begins by taking the NPV of the annual capacity payments over
the life of the contract. The rationale for not capitalizing the energy component,
even though it is also a nondiscretionary fixed payment, is to equate the _
comparison between utilities that buy versus build--i.e., Standard & Poor's does not
capitalize utility fuel contracts. In cases where the capacity and energy components
of the fixed payment are not specified, half of the fixed payment is used as a proxy
for the capacity payment. The discount rate is 10%. To determine the debt
equivalent, the NPV is multiplied by the risk factor. The resulting amount is added to
a utility's reported debt to calculate adjusted debt. Similarly, Standard & Poor's
imputes an associated interest expense equivalent of 10%—10% of the debt
equivalent is added to reported interest expense to calculate adjusted interest
coverage ratios. Key ratios affected include debt as a percentage of total capital,
funds from operations (FFQ) to debt, pretax interest coverage, and FFO interest
coverage. Clearly, the higher the risk factor, the greater the effect on adjusted
financial ratios. When analyzing forecasts, the NPV of the PPA will typically
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decrease as the maturity of the contract approaches.

Hack to Top

Utility Company Example _

To illustrate some of the financial adjustments, consider the simple example of ABC
Utility Co. buying power from XYZ independent Power Co. Under the terms of the
contract, annual payments made by ABC Utility start at $80 million in 2003 and rise
5% per year through the contract's expiration in 2023. The NPV of these obligations
-over the life of the contract discounted at 10% is $1.09 billion. In ABC's case,
Standard & Poor's chose & 30% risk factor, which when muitiplied by the obligation
results in $327 million. Table 1 iliustrates the adjustment to ABC's capital structure,
where the $327 million debt equivalent is added as debt, causing ABC's total debt
to capitalization to rise to 58% from 54% (11 plus 48). Table 2 shows that ABC's
pretax interest coverage was 2.6x, without adjusting for off-balance-sheet
cbligations. To adjust for the XYZ capacity payments, the $327 million debt

adjustment is multiplied by a 10% interest rate to arrive at about $33 million. When
this amount is added to both the numerator and the denominator, adjusted pretax

interest coverage falls to 2.3x.

Table 1 ABC Utility Co. Adjustment to Capital Structure

" Originat capital structure" Adj:“‘d capital
Debt 400 s4 1400 48
Adustmenttodebt - . mr 11
Preferred stock ; - 200 s 20 7
Commonequity 4000 B 1000 34
: 2600 100 2827 100

‘fotai cépitatization

fable 2 ABC Utility Co. Adjustment to Pretax Interest Coverage
Qriginal pretix interest Ad}usfad pretax interest

coverage (x) coverage {x)
Net income 126 ‘ R
Income taxes " 65 300 (300+33)
Interest expense 115 115 =26x (115+33) =23«
Pretax available 00 I
Bagkto T

Credit Implications
The credit implications of the updated criteria are that Standard & Poor's now

believes that historical risk factors applied to TAP contracts with favorable recovery
mechanisms are insufficient to capture the financial risk of these fixed obligations.
Indeed, in many cases where 5% and 10% risk factors were applied, the change in
adjusted financial ratios (from unadjusted) was negligible and had no effect on
ratings. Standard & Poor's views the high probability of energy delivery and
attendant payment warrants recognition of a higher debt equivalent when

(é of 5)
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capitalizing PPAs. Standard & Poor's will attempt to identify utilities that are more
vulnerable to modifications in purchased-power adjustments. Utilities can offset
these financial adjustments by recognizing purchased power as a debt equivalent,
and incorporating more common equity in their capital structures, However,
Standard & Poor's is aware that utilities have been reluctant to take this action
because many regulators will not recognize the necessity for, and authorize a retumn
on, this additional wedge of commion equity. Alternatively, regulators could
authorize higher returns on existing common equity or provide an incentive retum
mechanism for economic purchases. Notwithstanding unsupportive regulators, the
burden will still fall on utilities to offset the financial risk associated with purchases

by either qualitative or quantitative means.

Back to Top
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Standard & Poor's Ratings Services has assigned new business profile scores to
U.S. utility and power companies to better reflect the relative business risk among
companies in the sector. Standard & Poor's also has revised its published risk-
adjusted financial guidelines. The new business scores and financial guidelines do
not represent a change to Standard & Poor’s ratings criteria or methodology, and
no ratings changes are anticipated from the new business profile scores or revised

financial guidelines.

New Business Profile Scores'and Revised Financial Guidelines
Standard & Poor's has always monitored changes 'in the industry and altered its
business risk assessments accordingly. This is the first time since the 10-point
business profile scale for U.S. investor-owned utilities was implemented that a
comprehensive assessment of the benefits and the application of the methodology
has been made. The principal purpose was to determine if the methodoiogy
continues to provide meaningful differentiation of business risk. The review
indicated that while business profile scoring continues to provide analytical benefits,
the complete range of the 10-point scale was not being utilized to the fullest extent.

Standard & Poor's has aiso revised the key financial guidelines that it uses as an
integral part of evaluating the credit quality of U.S. utility and power companies.
These guidelines were iast updated in June 1999. The financial guidelines for three
principal ratios (funds from operations (FFO) interest coverage, FFO to total debt,
and total debt to total capital) have been broadened so as to be more flexibie.
Pretax interest coverage as a key credit ratio was eliminated.

Finally, Standard & Poor's has segmented the utility and power industry into sub-
sectors based on the dominant corporate strategy that a company is pursuing.
Standard & Poor's has published a new U.S. utility and power company ranking list

that refiects these sub-sectors.

There are numerous benefits to the reassessment. Fulier utilization of the entire 10~
point scale provides a superior relative ranking of qualitative business risk. A
simultaneous revision of the financial guidelines supports the goal of not causing
rating changes from the recalibration of the business profiles. Classification of
companies by sub-sectors will ensure greater comparability and consistency in
ratings. The use of industry segmentation will also allow more in-depth statistical

analysis of ratings distributions and rating changes.
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New Business Profile Scores Assigned for U.S. Utility and Power Companies; Financial Guidelines Revised

(2 of 18)

The reassessment does not represent a change to Standard & Poor’s criteria or
methodology for determining ratings for utility and power companies. Each business

" profile score should be considered as the assignment of a new score; these scores

do not represent improvement or deterioration in our assessment of an individual
company's business risk relative to the previously assigned score. The financial
guidelines continue to be risk-adjusted based on historical utility and industrial
medians. Segmentation into industry sub-sectors does not imply that specific
company characteristics will not weigh heavily into the assignment of a company's

business profile score,

Back to Top

Results
Previously, 83% of U.S. utility and power business profile scores fell between '3

and '6', which clearly does not refiect the risk differentiation that exists in the utility
and power industry today. Since the 10-point scale was introduced, the industry has
transformed into a much less homogenous industry, where the divergence of
business risk—particularly regarding management, strategy, and degree of
competitive market exposure—has created a much wider spectrum of risk profiles.
Yet over the same period, business profile scores actually converged more tightly
around a median score of '4'. The new business profile scores, as of the date of this
publication, are shown in Chart 1. The overall median business profile score is now

5,
1

Chart1
Distribution of Business Profile Scores
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New Business Profile Scores Asmgned for U.S. Utility and Power Companies; Financial Guidelines Revised

- ﬂ Table 1 contains the revised financial guidelines. It is important to emphasize that
these metrics are only guidelines associated with expectations for various rating
levels. Although credit ratio analysis is an important part of the retings process,
these three statistics are by no means the only critical financial measures that
Standard & Poor's uses in its anaiytical process. We aiso analyze a wide amray of
financial ratios that do not have published guidelines for each rating category.
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Again, ratings analysis is not driven solely by these financial ratios, nor has it ever
been. In fact, the new financial guidelines that Standard & Poor's is incorporating
for the specified rating categories reinforce the analytical framework whereby other
factors can outweigh the achievement of otherwise acceptable financial ratios.
These factors include:

Effectiveness of liability and liquidity management;

Analysis of internal funding sources;

Return on invested capital;

The record of execution of stated business strategies; )
Accuracy of projected performance versus actual results, as well as the
trend;

Assessment of management's financial policies and attitude toward credit;
and '

s« Corporate govemance pmcticgs.

L B N

Charts 2 through 6 show business profile scores broken out by industry sub-sector.
The five industry sub-sectors are:

Transmission and distribution-Water, gas, and electric;
Transmission only—Electric, gas, and other;

Integrated electric, gas, and combination utilities;

Diversified energy and diversified nonenergy; and

Energy merchant/power developer/trading and marketing companies.

{4 of 19}
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Chant 2
Transmission and Distribution--Water, Gas, and
Electric
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Chart3
Transmission Only--Electric, Gas, and Other
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Chart 4
Integrated Electric, Gas, and Combination Utilities
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Chan 5
Diversified Energy and Diversified Non-Energy
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The average business profile scores for transmission and distribution companies
and transmission-only companies are lower on the scale than the previous
averages, white the average business profile scores for integrated utilities,
diversified energy, and energy merchants and developers are higher.

The Appendix provides the company list of business profile scores segmented by
industry sub-sector and ranked in order of credit rating, outlook, business profile

score, and relative strength.

Back to Top

Business Profile Score Methodology

Standard & Poor's methodology of determining corporate utility business risk is
anchored in the assessment of certain specific characteristics that define the sector.
We assign business profile scores to each of the rated companies in the utility and
power sector on a 10-point scale, where "1’ represents the lowest risk and "0 the
highest risk. Business profile scores are assigned to ali rated ulility and power
companies, whether they are hoiding companies, subsidiaries or stand-alone
corporations. For operating subsidiaries and stand-alone companies, the score is a
bottom-up assessment. Scores for families of companies are a composite of the
operating subsidiaries’ scores. The actual credit rating of @ company is analyzed, in
part, by comparing the business profile score with the risk-adjusted financial

guidelines.
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